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Ratio Analysis

The financial statements can be analysed in different
ways to assess the functioning of a unit. Ratio analysis is
one of them. This can be used as an analytical technique
for understanding the performance of the firm concerned.
There are several ratios which an analyst can employ but the
selection of the ratios depend upon the purpose of an analysis.

Ratios are classified into trend ratios and structural
ratios. In the case of trend ratios, successive statements are
studied over a period of time whereas in that of structural
ratios, the latest financial position. Again there may be
financial ratios and operating ratios. Financial ratios worked
out from the balance sheets are called static ratios. Operating
ratios worked out from income statements are called dynamic
ratios. The ratios can be further classified according to what
they indicate - liquidity, profitability, financial stability or turn-
over relationships.2

Ratios simply financial statements and reveal changes in
the financial position of a firm. This enables the analyst to
forecast future events and gives an opportunity for the
management to take corrective steps to improve the efficiency
of the firm. Ratio analysis facilitates inter-firm comparisons
of efficiency. Despite the utility of financial ratios, there are
several limitations of the ratio analysis, as they are based c-n
financial statements which are themselves subject to severe
limitations.

Inter-firm comparisons on the basis of financial ratios
are not correct unless firms are similar in size, age, line of
product, location and infrastructure facilities. Inter-period
comparisons are affected by changes in the price level.
Similarly, accounting policies and valuation methods applied
to depreciation and inventories also affect inter - firm
comparisons.

Ratio analysis may predict future events on the basis of
past trends but not foresee uncertainity about the future. Still
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